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in paragraph (b) of this section, are not
recoverable unless they are reasonable
in both nature and amount. For exam-
ple, costs normally included in the
hourly rate of the representative by
the custom and usage of the represent-
ative’s profession, when billed sepa-
rately, are not recoverable separate
and apart from the representative’s
hourly rate. Such costs typically in-
clude costs such as secretarial and
overhead expenses. In contrast, costs
which are normally billed separately
may be reasonable administrative costs
that may be recoverable in addition to
the representative’s hourly rate.
Therefore, necessary costs incurred for
travel; expedited mail delivery; mes-
senger service; expenses while on trav-
el; long distance telephone calls; and
necessary copying fees imposed by the
Internal Revenue Service, any court,
bank or other third party, when nor-
mally billed separately from the rep-
resentative’s hourly rate, may be rea-
sonable administrative costs.

(ii) Special Rule for Expert Witness
Fees on Issue of Prevailing Market Rates.
Under paragraph (b)(3)(iii)(C) of this
section, the taxpayer may initially es-
tablish a limited availability of spe-
cially qualified representatives for the
proceeding by submission of an affi-
davit signed by the taxpayer or by the
taxpayer’s representative. The Internal
Revenue Service may endeavor to
rebut the affidavit submitted on this
issue by demonstrating either that a
specially qualified representative was
not necessary to represent the tax-
payer in the proceeding, that the tax-
payer’s representative is not a spe-
cially qualified representative or that
the prevailing rate for specially quali-
fied representatives does not exceed
$110 per hour (as adjusted for an in-
crease in the cost of living). Unless the
Internal Revenue Service endeavors to
demonstrate that the prevailing rate
for specially qualified representatives
does not exceed $110 per hour (as ad-
justed for an increase in the cost of liv-
ing), fees for expert witnesses used to
establish prevailing market rates are
not included in the term reasonable ad-
ministrative costs.

(3) Litigation costs. Litigation costs
are not reasonable administrative costs
because they are not incurred in con-
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nection with an administrative pro-
ceeding. Litigation costs include—

(i) Costs incurred in connection with
the preparation and filing of a petition
with the United States Tax Court or in
connection with the commencement of
any other court proceeding; and

(ii) Costs incurred after the filing of
a petition with the United States Tax
Court or after the commencement of
any other court proceeding.

(4) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. Taxpayer A receives a notice of
proposed deficiency (30-day letter). A files a
request for and is granted an Appeals office
conference. At the conference no agreement
is reached on the tax matters at issue. The
Internal Revenue Service then issues a no-
tice of deficiency. Upon receiving the notice
of deficiency, A discontinues A’s administra-
tive efforts and files a petition with the Tax
Court. A’s costs incurred in connection with
the preparation and filing of a petition with
the Tax Court are litigation costs and not
reasonable administrative costs. Further-
more, A’s costs incurred before the adminis-
trative proceeding date (date of the notice of
deficiency as set forth in §301.7430-3(c)(3)),
are not reasonable administrative costs.

Example 2. Assume the same facts as in Ex-
ample 1 except that after A receives the no-
tice of deficiency, A recontacts Appeals.
Again, A’s costs incurred before the adminis-
trative proceeding date, the date of the no-
tice of deficiency as set forth in §301.7430—
3(c)(3), are not reasonable administrative
costs. A’s costs incurred in recontacting and
working with Appeals after the issuance of
the notice of deficiency, and up to and in-
cluding the time of filing of the petition, are
reasonable administrative costs. A’s costs in-
curred in connection with the filing of a peti-
tion with the Tax Court are not reasonable
administrative costs because those costs are
litigation costs. Similarly, A’s costs incurred
after the filing of the petition are not rea-
sonable administrative costs, as those are
litigation costs.

[T.D. 8542, 59 FR 29363, June 7, 1994, as
amended by T.D. 8725, 62 FR 39118, July 22,
1997]

§301.7430-5 Prevailing party.

(a) In general. For purposes of an
award of reasonable administrative
costs under section 7430 in the case of
administrative proceedings commenced
after July 30, 1996, a taxpayer is a pre-
vailing party only if—
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(1) The position of the Internal Rev-
enue Service was not substantially jus-
tified;

(2) The taxpayer substantially pre-
vails as to the amount in controversy
or with respect to the most significant
issue or set of issues presented; and

(3) The taxpayer satisfies the net
worth and size limitations referenced
in paragraph (f) of this section.

(b) Position of the Internal Revenue
Service. The position of the Internal
Revenue Service in an administrative
proceeding is the position taken by the
Internal Revenue Service as of the ad-
ministrative proceeding date (as de-
fined in §301.7430-3(c)) or any date
thereafter.

(c) Substantially justified—(1) In gen-
eral. The position of the Internal Rev-
enue Service is substantially justified
if it has a reasonable basis in both fact
and law. A significant factor in deter-
mining whether the position of the In-
ternal Revenue Service is substantially
justified as of a given date is whether,
on or before that date, the taxpayer
has presented all relevant information
under the taxpayer’s control and rel-
evant legal arguments supporting the
taxpayer’s position to the appropriate
Internal Revenue Service personnel.
The appropriate Internal Revenue
Service personnel are personnel respon-
sible for reviewing the information or
arguments, or personnel who would
transfer the information or arguments
in the normal course of procedure and
administration to the personnel who
are responsible.

(2) Exception. If the position of the In-
ternal Revenue Service was substan-
tially justified with respect to some
issues in the proceeding and not sub-
stantially justified with respect to the
remaining issues, any award of reason-
able administrative costs to the tax-
payer may be limited to only reason-
able administrative costs attributable
to those issues with respect to which
the position of the Internal Revenue
Service was not substantially justified.
If the position of the Internal Revenue
Service was substantially justified for
only a portion of the period of the pro-
ceeding and not substantially justified
for the remaining portion of the pro-
ceeding, any award of reasonable ad-
ministrative costs to the taxpayer may
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be limited to only reasonable adminis-
trative costs attributable to that por-
tion during which the position of the
Internal Revenue Service was not sub-
stantially justified. Where an award of
reasonable administrative costs is lim-
ited to that portion of the administra-
tive proceeding during which the posi-
tion of the Internal Revenue Service
was not substantially justified, wheth-
er the position of the Internal Revenue
Service was substantially justified is
determined as of the date any cost is
incurred.

(3) Presumption. If the Internal Rev-
enue Service did not follow any appli-
cable published guidance in an admin-
istrative proceeding commenced after
July 30, 1996, the position of the Inter-
nal Revenue Service, on those issues to
which the guidance applies and for all
periods during which the guidance was
not followed, will be presumed not to
be substantially justified. This pre-
sumption may be rebutted. For pur-
poses of this paragraph (c)(3), the term
applicable published guidance means
final or temporary regulations, revenue
rulings, revenue procedures, informa-
tion releases, notices, announcements,
and, if issued to the taxpayer, private
letter rulings, technical advice memo-
randa, and determination letters (see
§601.601(d)(2) of this chapter). Also, for
purposes of this paragraph (c)(3), the
term administrative proceeding in-
cludes only those administrative pro-
ceedings or portions of administrative
proceedings occurring on or after the
administrative proceeding date as de-
fined in §301.7430-3(c).

(d) Amount in controversy. The
amount in controversy shall include
the amount in issue as of the adminis-
trative proceeding date as increased by
any amounts subsequently placed in
issue by any party. The amount in con-
troversy is determined without in-
creasing or reducing the amount in
controversy for amounts of loss, deduc-
tion, or credit carried over from years
not in issue.

(e) Most significant issue or set of issues
presented. Where the taxpayer has not
substantially prevailed with respect to
the amount in controversy the tax-
payer may nonetheless be a prevailing
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party if the taxpayer substantially pre-
vails with respect to the most signifi-
cant issue or set of issues presented.
The issues presented include those
raised as of the administrative pro-
ceeding date and those raised subse-
quently. Only in a multiple issue pro-
ceeding can a most significant issue or
set of issues presented exist. However,
not all multiple issue proceedings con-
tain a most significant issue or set of
issues presented. An issue or set of
issues constitutes the most significant
issue or set of issues presented if, de-
spite involving a lesser dollar amount
in the proceeding than the other issue
or issues, it objectively represents the
most significant issue or set of issues
for the taxpayer or the Internal Rev-
enue Service. This may occur because
of the effect of the issue or set of issues
on other transactions or other taxable
years of the taxpayer or related par-
ties.

(f) Net worth and sice limitations—(1)
Individuals and estates. An individual
taxpayer or an estate meets the net
worth and size limitations of this para-
graph if, on the administrative pro-
ceeding date, the taxpayer’s net worth
does not exceed two million dollars.
For this purpose, individuals filing a
joint return shall be treated as 1 tax-
payer, except in the case of a spouse re-
lieved of liability under section 6013(e).

(2) Others. A taxpayer that is an
owner of an unincorporated business,
or any partnership, corporation, asso-
ciation, unit of local government, or
organization (other than an organiza-
tion described in paragraph (f)(3) of
this section) meets the net worth and
size limitations of this paragraph if, as
of the administrative proceeding date—

(i) The taxpayer’s net worth does not
exceed seven million dollars; and

(ii) The taxpayer does not have more
than 500 employees.

(3) Special rule for charitable organiza-
tions and certain cooperatives. An orga-
nization described in Internal Revenue
Code section 501(c)(3) exempt from tax-
ation under Internal Revenue Code sec-
tion 501(a), or a cooperative association
as defined in section 15(a) of the Agri-
cultural Marketing Act, 12 TU.S.C.
1141j(a) (as in effect on October 22,
1986), meets the net worth and size lim-
itations of this paragraph if, as of the
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administrative proceeding date, the or-
ganization or cooperative association
does not have more than 500 employees.

(g) Determination of prevailing party. If
the final decision with respect to the
tax, interest, or penalty is made at the
administrative level, the determina-
tion of whether a taxpayer is a pre-
vailing party shall be made by agree-
ment of the parties, or absent such
agreement, by the Internal Revenue
Service. See §301.7430-2(c)(7) regarding
the right to appeal the decision of the
Internal Revenue Service denying (in
whole or in part) a request for reason-
able administrative costs to the Tax
Court.

(h) Eramples. The provisions of this
section are illustrated by the following
examples:

Example 1. The Internal Revenue Service,
in the conduct of a correspondence examina-
tion of taxpayer A’s individual income tax
return, requests substantiation from A of
claimed medical expenses. A does not re-
spond to the request and the Service Center
issues a notice of deficiency. After receiving
the notice of deficiency, A presents suffi-
cient information and arguments to convince
a revenue agent that the notice of deficiency
is incorrect and that A owes no tax. The rev-
enue agent then closes the case showing no
deficiency. Although A incurred costs after
the issuance of the notice of deficiency, A is
unable to recover these costs because, as of
the date these costs were incurred, A had not
presented relevant information under A’s
control and relevant legal arguments sup-
porting A’s position to the appropriate Inter-
nal Revenue Service personnel. Accordingly,
the position of the Internal Revenue Service
was substantially justified at the time the
costs were incurred.

Example 2. In the purchase of an ongoing
business, taxpayer B obtains from the pre-
vious owner of the business a covenant not
to compete for a period of five years. On
audit of B’s individual income tax return for
the year in which the business is acquired,
the Internal Revenue Service challenges the
basis assigned to the covenant not to com-
pete and a deduction taken as a business ex-
pense for a seminar attended by B. Both par-
ties agree that the covenant not to compete
is amortizable over a period of five years.
However, the Internal Revenue Service as-
serts that the proper basis of the covenant is
$2X while the taxpayer asserts the basis is
$4X. Thus, under the Internal Revenue Serv-
ice’s position, B is entitled to a deduction of
two-fifths $X in the year under audit and for
each of the subsequent four years. B’s posi-
tion, however, would result in a deduction of
four-fifths $X for the year under audit and
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each of the subsequent four years. The de-
duction for the seminar attended by B was
reported on the return in question in the
amount of $X. The Internal Revenue Serv-
ice’s position is that the deduction for the
seminar should be disallowed entirely. In the
notice of deficiency, the Internal Revenue
Service determines adjustments of two-fifths
$X (the difference between the Internal Rev-
enue Service’s position of two-fifths $X and
the reported four-fifths $X) regarding the
basis of the covenant not to compete, and $X
resulting from the disallowance of the sem-
inar expense. Thus, of the two adjustments
determined for the year under audit, that at-
tributable to the disallowance of the seminar
is larger than that attributable to the cov-
enant not to compete. However, due to the
impact on the next succeeding four years,
the covenant not to compete adjustment is
objectively the most significant issue to
both B and the Internal Revenue Service.
Ezxample 3. The Collection Branch of a Serv-
ice Center of the Internal Revenue Service
determines in the matching process of var-
ious Forms 1099 and W-2 that taxpayer C has
not filed an individual income tax return.
The Internal Revenue Service sends notices
to C requesting that C file an income tax re-
turn. C does not file a return, so the Service
Center’s Collection Branch prepares a sub-
stitute for return pursuant to section 6020(b).
The calculation is sent to C requesting that
C either sign the return pursuant to section
6020(a) or file a tax return prepared by C. C
does not respond to the Internal Revenue
Service’s request and the Service Center’s
Collection Branch issues a notice of defi-
ciency based on information in its posses-
sion. C does not file a petition with the Tax
Court and does not pay the asserted defi-
ciency. The Internal Revenue Service then
assesses the tax shown on the notice of defi-
ciency and issues a notice and demand for
tax pursuant to section 6303. After receiving
notice and demand, C contacts the Collec-
tion Branch and convinces Collection to stay
the collection process because C does not
owe any taxes. The Collection Branch rec-
ommends that the Examination Division ex-
amine the tax liability and make an adjust-
ment to income. The Examination Division
then redetermines the tax and abates the as-
sessment due to information and arguments
presented by C at that time. The costs C in-
curred before the Collection Branch are in-
curred in connection with an action taken by
the Internal Revenue Service to collect a
tax. Therefore, these costs are incurred with
respect to a collection action and not an ad-
ministrative proceeding. Accordingly, they
are not recoverable as reasonable adminis-
trative costs. Costs incurred before the Ex-
amination Division are reasonable adminis-
trative costs; however, C may not recover
any reasonable administrative costs with re-
spect to the proceeding before the Examina-
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tion Division because, as of the date the
costs were incurred, C had not previously
presented all relevant information under C’s
control and all relevant legal arguments sup-
porting C’s position to the Collection Branch
or Examination Division personnel (the ap-
propriate Internal Revenue Service per-
sonnel under §301.7430-5(c)), and thus, the po-
sition of the Internal Revenue Service was
substantially justified based upon the infor-
madtion it had.

[T.D. 8542, 59 FR 29364, June 7, 1994, as
amended by T.D. 8725, 62 FR 39119, July 22,
1997]

§301.7430-6 Effective dates.

Sections 301.7430-2 through 301.7430-6,
other than §§301.7430-2(b)(2), (¢)(3)(1)(B),
(©)3)({i)C), and (c)(b); §§301.7430-
4(b)(3)(D), (b)(3)(i1), (b)(3)(iii)(B),
1)(B)(1ii)(C), (b)(3)({ii)(D), and (c)(2)(ii);
and §§301.7430-5(a) and (c)(3), apply to
claims for reasonable administrative
costs filed with the Internal Revenue
Service after December 23, 1992, with
respect to costs incurred in administra-
tive proceedings commenced after No-
vember 10, 1988. Section 301.7430-2(c)(5)
is applicable March 23, 1993. Sections
301.7430-2(b)(2), (©)(3)([)(B), and
(€)(3)(11)(C); 301.7430-4(b)(3)(1), (b)(3)(i1),
®)B)(i)(B), (b)(3)(1ii)(C), (b)(3)(1ii)(D),
and (c)(2)(ii); and 301.7430-5(a) and (c)(3)
are applicable for administrative pro-
ceedings commenced after July 30, 1996.
Sections 301.7430-1(e), 301.7430-2(c)(2),
7430-3(a)(4) and (b) are applicable with
respect to actions taken by the Inter-
nal Revenue Service after July 22, 1998.

[T.D. 8725, 62 FR 39119, July 22, 1997, as
amended by T.D. 9050, 68 FR 14320, Mar. 25,
2003]

§301.7430-7 Qualified offers.

(a) In general. Section 7430(c)(4)(E)
(the qualified offer rule) provides that
a party to a court proceeding satis-
fying the timely filing and net worth
requirements of section 7430(c)(4)(A)(ii)
shall be treated as the prevailing party
if the liability of the taxpayer pursu-
ant to the judgment in the proceeding
(determined without regard to interest)
is equal to or less than the liability of
the taxpayer which would have been so
determined if the United States had ac-
cepted the last qualified offer of the
party as defined in section 7430(g). For
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